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Executive Summary

Purpose

In response to a call from the leaders of the major industrial nations for a
comprehensive approach to the debt problems of the poorest countries,
the World Bank and the International Monetary Fund (IMF)! proposed the
Heavily Indebted Poor Countries (Hipc) Debt Initiative in 1996. The
initiative reflects concerns of creditors, including the United States, that,
even after receiving debt relief through existing mechanisms, some poor
countries will have debt burdens that remain too large relative to their
ability to pay. The stated goal of the HIPC initiative is to bring countries’
debts to levels that are sustainable, meaning that in the future they can
make debt payments on time and without rescheduling. As a condition of
receiving debt relief, countries undertake economic and social reforms.
Expressing concern about whether the HIpC initiative could realistically be
expected to solve these poor countries’ debt problems and whether they
are likely to need further debt relief in the future, the Chairman of the
Subcommittee on International Economic Policy, Export and Trade
Promotion, Senate Committee on Foreign Relations, asked GAO to review
the HIPC initiative. As requested, this report (1) describes the
implementation of the HIPC initiative and (2) assesses the initiative’s
potential to achieve its stated goal. Because it is still relatively early in the
implementation of the HIPC initiative, this report presents a preliminary
assessment of its likely effects.

To conduct its assessment, GAO obtained access to World Bank and mr
officials and information through the Department of the Treasury, and
through the staff of the U.S. members of these institutions’ Boards of
Executive Directors.? Gao discussed the development and implementation
of the HIPC initiative with, and obtained data from, officials of U.S.
government agencies; other creditors, including France, Germany, the
United Kingdom, the Paris Club,? the African Development Bank, and the
Inter-American Development Bank; governments and private sector

'The World Bank promotes economic growth and the development of market economies by providing
financing on reasonable terms to countries that have difficulty obtaining capital. The Bank is the
world’s single largest official source of investment capital for developing countries. The IMF promotes
international monetary cooperation and exchange rate stability and provides short-term lending to
member countries that experience balance-of-payments difficulties. For poor countries, the IMF also
provides medium-term (10-year) loans on concessional (below market interest rate) terms under its
Enhanced Structural Adjustment Facility (ESAF).

>The Board of Executive Directors of the World Bank is responsible for policy decisions affecting the
Bank’s general operations and for the approval of all loans. The IMF’s Executive Board is the IMF’s
primary decisionmaking body. Each board comprises 24 executive directors who represent member
countries.

3The Paris Club is an informal group of creditor countries that meets, as needed, to negotiate debt
rescheduling and relief efforts for public or publicly guaranteed loans. In addition to the 18 countries
that regularly participate in the Paris Club, other countries are invited to the negotiations on an ad hoc
basis if they hold a significant share of the debt being discussed.
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Executive Summary

Background

institutions in three HIPC recipient nations—Burkina Faso, Coéte d’Ivoire,
and Uganda; U.N. organizations; and nongovernmental organizations (NGO)
in the United States and abroad. GAO analyzed data and internal reports on
the design and implementation of the HIPC initiative, as well as data on
prior debt relief and restructuring efforts. GA0 conducted its assessment
based on the implementation of the HIPC initiative through August 1998.

Addressing the debt burdens of very poor countries, in the context of the
broad range of development needs they face, constitutes a substantial
challenge. The World Bank and the iMF have classified 40 countries as
heavily indebted poor countries.* Thirty-two of these countries are in
sub-Saharan Africa. (See app. I for a list of countries.) Eighty-three percent
of these countries are classified by the United Nations as being in its
lowest category of human development, based on life expectancy, literacy,
and per capita national income. Most receive substantial amounts of
development assistance from governments, multilateral organizations, and
NGOs. In 1994, foreign assistance represented about 16 percent of national
income, using a weighted average, for 36 of these countries for which data
is available. Some of the 40 countries, moreover, have recently emerged
from—or continue to be engaged in—conflict or civil unrest.

Since the early 1980s many poor countries have had increasing difficulty
servicing their debt. Despite several debt relief efforts, the total amount of
money owed to external creditors by the 40 countries increased from an
average of $122 billion for 1983-85 to $221 billion for 1993-95 (in 1997
dollars). For 1993-95, 73 percent of this debt was medium- and long-term
debt owed to official creditors (governments and multilateral financial
institutions). The remaining 27 percent was medium- and long-term debt
owed to commercial creditors and short-term debt such as trade financing.
Of the total debt, 45 percent was owed to governments (bilateral
creditors)® and 28 percent was owed to international financial institutions
(multilateral creditors). By the mid-1990s, much of this debt was not being
repaid. During 1993-95, for example, HIPC countries paid about 41 percent

“In 1996, the World Bank classified 41 countries as heavily indebted poor countries. In 1998, the
number of countries was reduced to 40 because Nigeria was no longer given this classification.

5According to the U.S. Treasury, as of August 1998, 31 heavily indebted poor countries owed the
United States approximately $6.8 billion in outstanding debt. (See app. IL.)

Page 3 GAO/NSIAD-98-229 Developing Countries



Executive Summary

of their scheduled debt payments, with the remainder being rescheduled
or in arrears.5

Debt relief efforts since the 1980s have been undertaken primarily by
bilateral and commercial creditors. Some bilateral creditors have
individually forgiven debt owed by poor countries with, for example, the
United States forgiving about 37 percent of the debt owed to it by these
countries. More often, bilateral creditors have worked together to offer
debt relief on increasingly concessional terms, up to 67 percent of eligible
debt (Naples terms), through the Paris Club. Multilateral creditors have
generally not rescheduled or reduced debt owed them because of their
belief that forgiving or reducing debt would diminish assurances of
repayment on new lending and, in some cases, hurt their credit ratings.

The HIPC initiative is the first coordinated effort to include all creditors in
addressing poor countries’ debt problems. Participating creditors include
bilateral governments, the major multilateral creditors such as the World
Bank and the iMF, and over 20 other multilateral development institutions,
including the African Development Bank, the Inter-American Development
Bank, and the International Fund for Agricultural Development. (See app.
IIL.)

The World Bank and the mMF made a preliminary determination that 20 of
the 40 countries might eventually receive relief based on the initiative’s
specific criteria concerning income, indebtedness, and reform efforts
underway. The World Bank and the IMF currently estimate that the Hipc
initiative will provide about $8.2 billion in debt relief in 1996 present value’
terms, for 20 countries. As of August 1998, the World Bank and the mMr had
made specific eligibility decisions for eight countries, with six
countries—Bolivia, Burkina Faso, Cote d’'Ivoire, Guyana, Mozambique, and
Uganda—deemed eligible for relief under the HiPC initiative, and two
countries—Benin and Senegal—deemed ineligible because their debts are
considered sustainable. One country—Uganda—has completed the HIPC
initiative’s process.

5If Sudan and Somalia, two of the countries with the largest amount of unpaid debt and that are not
part of the HIPC initiative’s current cost estimates, are not included, GAO estimates that the 38
remaining countries paid an average of 43 percent of their debt service owed during 1993-95.

"The amount of debt can be reported in terms of nominal (face) value and present value, also termed
“net present value” in HIPC documents. Much of the debt of poor countries is contracted on
concessional terms. The present value of debt is a measure that takes into account the degree of
concessionality.
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The nirc framework outlines a two-stage process, with each stage lasting
up to 3 years. During stage one, a country must implement IMF- and World
Bank-supported programs of economic reform, after which eligibility for
HIPC debt relief is assessed. At that time, the World Bank and the iMF
determine whether (1) existing debt relief mechanisms, such as those
offered by the Paris Club, are sufficient to bring a country’s debt to a point
considered sustainable or (2) the country requires additional relief. In
making this determination, they decide whether the ratio of a country’s
debt (in present value terms) to the value of its exports will be greater
than a target ratio set for that country.® According to the framework, the
target debt-to-export ratio is generally set between 200 and 250 percent.’
The lower the target level set for a particular country, the greater the
amount of debt relief required to reach the target. For example, lowering
the ratio of a particular country’s debt to its exports from 300 percent to
200 percent requires more debt relief than lowering it from 300 percent to
250 percent. The target set for each country is based on factors affecting
the vulnerability of the country’s economy, such as the percentage of
government revenue required for debt service and whether export
earnings are dependent on just a few commodities.

If the World Bank and mMr Boards determine that existing debt relief
mechanisms are insufficient to make debt levels sustainable and other
principal creditors agree, the debt reduction amounts are decided and the
country enters the second stage of the HIPC initiative. During this stage, the
country receives some debt relief from bilateral and commercial creditors
and financial support from multilateral institutions. The country must
agree to continue implementing economic reform programs supported by
the mMr and the World Bank and social reforms agreed to with the World
Bank. If the country has met the iMmF and World Bank requirements, it
receives final debt relief under the Hipc initiative at the end of stage two.
Official creditors have agreed to share the amount of relief by providing
equal percentage reductions of debt owed them (after the full use of
existing debt relief mechanisms) and commercial creditors are expected
to provide relief comparable to bilateral creditors.

Establishing a comprehensive framework for debt relief required resolving
differences among creditors. Some creditors were concerned about the

8In this report, discussions of debt-to-export ratios refer to the present value of debt, unless otherwise
noted.

“Under certain conditions, for countries with very open economies and strong efforts to generate fiscal

revenues, the target may be based on the ratio of debt to government revenue. This fiscal indicator can
lead to debt-to-export targets below 200 percent.
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cost of providing debt relief and about the issue of “moral
hazard”—whether the prospect of debt relief would discourage countries
from undertaking needed reforms or from pursuing responsible borrowing
policies. Key issues negotiated in developing the HIPC initiative included
how sustainable debt burdens would be determined, the nature of required
reforms, whether debt stocks would be reduced, and how creditors would
share in providing relief. Setting a range of values for the primary indicator
of whether debts were sustainable, and announcing the framework would
be implemented flexibly, left many key decisions to be made in the
process of implementing the initiative. Also, some aspects of design, most
notably how the shares of debt relief would be divided among creditors,
were decided after the basic framework was announced. (See app. IV for
additional information on the framework.)

Results in Brief

The HIPC initiative will help reduce participating poor countries’ debt
burdens, in some cases, substantially; however, many will remain
vulnerable to future debt problems even with sound economic policies.
The implementation of the HiPC initiative reflects compromise among the
major official creditors on issues such as countries’ eligibility and the total
amount of debt relief to be provided. In recognition of countries’ economic
vulnerabilities, creditors have generally agreed on relief amounts that are
at or close to the upper bounds of what the negotiated framework allows.
Nonetheless, in order to avoid further debt problems, countries receiving
debt relief through the HIPC initiative are assumed to maintain strong
economic performance and continue to receive large amounts of donor
assistance. In most cases this assistance includes balance-of-payments
support. The HIPC initiative projections assume that countries will maintain
sustainable debt levels in part through strong export growth. These export
growth assumptions may be optimistic for some countries. Since many
HIPC recipients rely upon a few commodities for their export earnings, they
are particularly vulnerable to economic events such as a decline in the
price or output of a primary export.

Principal Findings

Implementation of the
HIPC Initiative Has
Involved Extensive
Negotiation

The implementation of the HiPC initiative has involved significant
negotiation among the major creditors on issues such as a country’s
eligibility, the amount of debt relief to be provided, and the way in which
debt relief is to be shared among creditors. Creditors have generally
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Compromise on Amount and
Timing of Debt Relief

agreed to provide relief at the upper end of what the negotiated
framework provides for five of the first six countries. The total estimated
amount of debt relief has increased in part due to creditors’ decisions as
they have implemented the HIPC initiative. The amount of relief could
further increase if, for example, countries that were not included in
previous estimates become eligible.

Despite considerable debate on the amount and timing of debt relief to be
provided, the World Bank and iMF Boards, in conjunction with principal
creditors, have generally implemented the HIPC initiative to provide debt
relief at the upper bounds of the negotiated framework. This is specifically
evident in low debt-to-export targets—which increase the amount of debt
relief provided—and shortened second stages of the initiative’s
implementation—which provide debt relief sooner and can increase relief
amounts in some cases. For five of the first six countries, target
debt-to-export ratios have been set close to or below the lower end of the
target range—205 percent or lower.'° Countries have expressed different
views during the implementation of the HIPC initiative about the extent to
which debt-to-export ratios above the lower end of the target range should
be used, in part reflecting concerns about costs. The higher relief amounts
agreed to reflect concerns that these countries face significant economic
risks such as declines in the price or production of their primary exports.

Five of the first six countries approved for relief under the HIPC initiative
have been given a shortened second stage despite some countries’ belief
that the second stage of the HIPC initiative—the period between eligibility
and completion—should last 3 years. According to HIPC documents, this
shortened period reflects the strong reform records of the early qualifiers
(Bolivia, Burkina Faso, Guyana, Mozambique, and Uganda), which have
completed successive ESAF programs and World Bank programs and
received a Paris Club stock-of-debt operation!! on Naples terms. A shorter
period between the initiative’s decision point and the completion point
means that countries will receive final HIPC debt relief sooner and may get
more relief under certain conditions. In the case of Guyana, GAO estimated
that the decision to set the completion point in 1998 rather than the year
2000 (which would have been 3 years between the two stages) resulted in

WOThe fiscal indicator has led to debt-to-export ratios below 200 percent for two countries—Cote
d’'Ivoire and Guyana.

UFor the Paris Club, a stock-of-debt operation refers to the total refinancing of the outstanding balance

of a country’s eligible debt. The stock of eligible debt will be reduced and the remainder will be
rescheduled.
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Creditors’ Shares of Debt Relief

a projected increase in the initiative’s assistance of about 68 percent, or
$103 million in present value terms.

Determining how creditors will share in providing debt relief has involved
significant negotiation since the September 1996 announcement of the HIPC
framework. After much negotiation, in July 1997 the creditors broadly
endorsed a proportional burden-sharing approach under which bilateral
and multilateral creditors are expected to provide debt relief in proportion
to their exposure after the use of traditional debt relief mechanisms,
including those offered by the Paris Club. Bilateral and multilateral
creditors are to provide equal percentage reductions on the remaining
debt owed to them, with Paris Club creditors agreeing to provide up to

80 percent relief on eligible debt.

The creditors each determine how they will provide the relief. Creditors
may provide relief through several means, such as rescheduling debt
payments at lower interest rates, buying back the debt, converting loans
into grants, reducing the debt, making debt service payments as they come
due, and/or lending new funds on concessional terms to be used to make
debt service payments. A creditor’s decision about how it will provide debt
relief to a particular recipient may be influenced by many factors, such as
the amount of outstanding debt and the impact of providing debt relief on
the creditor’s future budgets.

Multilateral creditors have said that they will not forgive debt outright
because to do so may endanger their preferred creditor status.'? They have
stated they intend to provide debt relief in ways that maintain their
preferred creditor status such as making countries’ debt payments for
them as they come due. Much of the debt relief provided by the World
Bank will be financed through a special HipC Trust Fund. Relief through
the HIPC initiative is provided on debt owed to the International
Development Association (IDA), but the funding for the Trust Fund is
provided mainly from income of the International Bank for Reconstruction
and Development (1BRD)." (See app. IV for additional information on the
sources of funding for the Trust Fund). The 1BRD has contributed about
$750 million from its income to this Trust Fund to buy back or repay debt

2The preferred creditor status derives from the debtors’ traditional practice of servicing debt owed to
the World Bank and the IMF before servicing debt owed to other lenders. The articles of agreement
(charters) of these institutions do not address preferred creditor status or debt forgiveness.

3The World Bank has two organizations that lend to governments: the IDA lends to poor countries at
highly concessional rates, and the IBRD lends to middle-income countries at market rates.
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Total Estimated Relief Amounts
Can Change

owed to 1DA.} The IMF is participating in the HIPC initiative through special
ESAF grants that are deposited into an escrow account to meet debt service
payments owed to the IMF under a predetermined schedule. The IMF is
funding its contribution through its own trust fund financed from bilateral
(member) contributions and the ESAF reserve account.

The actual amount of debt relief to be provided under the HIPC initiative
depends on creditors’ decisions during implementation as well as actions
taken by debtor countries to implement required reforms. Since reaching
agreement on the basic terms of the HIPC framework in September 1996,
creditors have made several changes that have contributed to an increase
in the estimated amount of relief from $5.6 billion to $8.2 billion (in 1996
present value terms). Much of the increase was due to a change calling for
exports to be calculated using an average of 3 years of data rather than

1 year. This was done to provide a more stable measure of exports. In a
period of increasing exports, this change results in countries receiving
increased relief under the HIPC initiative. The change increased the total
estimated amount of HIPC debt relief by about $1 billion, according to HIPC
documents. About $600 million of the increase was due to a change in the
eligibility criteria that allowed at least two additional countries (Cote
d’Ivoire and Guyana) to qualify for the HIpPC initiative. Advocates for the
expansion of the eligibility criteria were concerned that certain countries
with very open economies, and thus relatively low debt-to-export ratios,
were improperly characterized as having a sustainable debt burden under
the HiPC initiative. Much of the remaining increase in projected debt relief
was due to revisions to methodologies and country-specific analyses, most
significantly, increased estimates of the amount of the potential relief for
the Democratic Republic of Congo.

The amount of total HIPC debt relief could further increase if countries that
were not included in previous estimates, such as Liberia, Somalia, and
Sudan, establish the track records of reform needed to qualify for HipC debt
relief. Including these countries would increase the total amount of relief
under the HIPC initiative, and debt relief for Sudan, in particular, could
increase the estimates greatly. The World Bank and the iMF made a
preliminary estimate that Hipc debt relief for Sudan could be about

$4.5 billion. Conversely, if countries included in the estimates do not
undertake required reforms and thus do not receive HipC relief, the total
amount of relief could decrease.

4The World Bank’s Board of Executive Directors has recommended that an additional $100 million of
IBRD income be transferred to the HIPC Trust Fund.
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The HIPC Initiative Will
Help Countries, but Many
Will Remain Vulnerable to
Future Debt Problems

Determining the Significance of
the HIPC Initiative’s Debt Relief
Is Complex

The nirc initiative will provide benefits to recipient countries; however,
many will remain vulnerable to future debt problems, even with sound
economic policies. In conjunction with existing debt relief mechanisms,
such as relief from Paris Club creditors, the HIPC initiative will reduce
countries’ debts by varying amounts, some substantially. Reductions in the
amount of recipient country resources that are used to pay debt service
will also vary and are difficult to determine due to prior arrears and the
use of donor resources in some cases to help make debt payments. The
limited evidence for the particular debt targets in the HIPC initiative
suggests that reducing debt-to-export ratios to near 200 percent is not
likely to provide countries with a “cushion” to protect against adverse
economic events. Strong export growth and substantial donor assistance
are important to the HIPC initiative’s projections of debt burdens being
sustainable. For some countries, those export growth projections may turn
out to be overly optimistic. If export earnings are lower than expected,
financial support from bilateral and multilateral donors is assumed to
increase. This assumption has been questioned by many parties, including
some governments and NGOs, given the budgetary pressures of major
donor countries. The HIPC initiative has also focused attention on the
limited capacity of recipients to manage their debt, with improvements in
debt management considered critical to avoiding future debt problems.

The HIPC initiative will reduce the total amount of debt owed, in present
value terms, by varying amounts for the first six recipient countries. For
example, the present value of HIPC debt relief for these countries ranges
from 6 percent of debt for Cote d’Ivoire to 57 percent for Mozambique,
with the average reduction 22 percent. However, HiPC debt relief is only
one of several factors that contribute to estimated declines in recipient
countries’ debt burdens, as measured by debt-to-export ratios. GAO’s
analysis indicates that the amount of projected reduction in countries’
debt burdens attributable to the HIPC initiative’s relief and the amount
attributable to other factors varies greatly across the first six qualifiers for
the HIPC initiative. For example, GAO estimates that, for Uganda, 77 percent
of the reduction in the debt-to-export ratio between 1995 and April 1998
(Uganda’s completion point under the initiative) is due to export growth,
with 18 percent attributable to HIPC debt relief and 5 percent attributable to
a combination of other debt relief and changes in borrowing.'® In contrast,

5Data available from HIPC documents does not allow GAO to separate out changes in debt-to-export
ratios due to debt relief from mechanisms other than the HIPC initiative, such as unilateral debt
forgiveness, from changes due to borrowing (new borrowing net of payment of principal on existing
debt).

The analysis is sensitive to the initial year chosen. GAO chose 1995 as the base year for this analysis in
order to capture the effects of Naples terms on countries’ debt burdens.
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Evidence for Debt Relief
Targets Limited

for Guyana, 56 percent of the reduction can be attributed to a combination
of other debt relief and changes in net borrowing, 22 percent is due to HIPC
relief, and 22 percent is due to export growth.

Determining how much countries’ actual debt service payments will be
reduced by Hipc relief is complicated by the fact that some have
experienced substantial arrears. For example, the HIPC initiative will
reduce Mozambique’s scheduled debt service payments by 42 percent from
the obligations that remain after Paris Club relief on Naples terms.
However, Mozambique was paying only about 30 percent of its debt
service originally due during 1995-98. According to IMF data, Mozambique’s
projected average annual debt service of $98.7 million during 2000-03 will
be about 13 percent less than its average annual debt service paid during
1995-98.

A further complexity in assessing the effect debt relief may have on a
country’s finances is that a substantial portion of the countries’ debt
service is financed through donor and creditor resources. This is most
clearly evident in the case of Uganda. Since 1995, bilateral donors have
provided funds directly to service Uganda’s multilateral debt, with
payments averaging $45 million per year in 1996 and 1997. Hirc debt relief
is expected to reduce Uganda’s annual debt service by about $30 million
per year but, according to Ugandan officials, they will need to continue to
receive $15 million per year in assistance from bilateral donors, in addition
to other aid flows the country was receiving, to remain in as strong a
position after Hipc relief as before. Ugandan officials told Gao they hoped
some of that assistance would be channeled into social sector aid, such as
education, although an mvr official noted that these funds were approved
by donor governments for debt relief and shifting them into other types of
aid may not be straightforward.

The limited analytical evidence that is available for the debt targets used in
the HIPC initiative suggests that countries with debt-to-export ratios near
the bottom of the 200-250 percent range may still have debt burdens that
are unsustainable. World Bank and vMF officials cited two internal World
Bank studies as support for their debt-to-export targets, but Gao believes
that these studies may be of limited relevance for determining target levels
of debt for HIPC countries for two reasons. First, their analysis was based
primarily on middle-income countries rather than poor countries and,
second, they examined debt levels at which countries began to experience
debt servicing problems, not when they might emerge from such problems.
Other World Bank reports have suggested that debt-to-export ratios above
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Projections of Debt
Sustainability Assume Strong
Export Growth and Substantial
Aid Flows

200 percent indicate potential debt problems in poor countries, and a 1996
World Bank document notes that the debt-to-export threshold of

200 percent only indicates that at this level a country is likely to have
difficulty servicing its debt.

The export-based indicators have been criticized by some analysts as
narrow, in part because they do not directly consider the overall economic
capacity of a country or the particular level of demand for government
expenditures. The addition of fiscal, or government revenue, criteria for
determining debt sustainability under the HIPC initiative has done little to
satisfy critics. Only a few countries are considered likely to meet the fiscal
criteria. Moreover, the World Bank and the iMr have stated that the choice
of the debt target under the fiscal criteria, a 280-percent
debt-to-government revenue ratio, was somewhat arbitrary. World Bank
and MF documents note that if this ratio were set much lower than

280 percent, the overall cost of the HIPC initiative would rise substantially.

The economic forecasts used in analyses for the initiative generally
assume a steady growth in export revenues for HIPC countries. This
assumption is an important element in the initiative’s expectation that
recipients will have a sustainable debt burden. Exports have grown for
most of the recipient countries in recent years. However, projections in
HIPC documents assume significantly greater export growth in the years
ahead. For example, the first six countries deemed eligible for HipCc debt
relief had annual average growth rates in exports of 4.5 percent between
1985 and 1995. Hipc documents project that in years after they receive
relief under the HIPC initiative, their annual export growth will average
7.8 percent, a 75-percent increase over the previous period.

Most of the countries that have been approved for debt relief under the
HIPC initiative are dependent on just a few primary commodities for a
majority of their export earnings. For this reason, their export earnings are
considered to be particularly vulnerable to adverse economic events. A
significant fall in the price or output of a country’s primary export could
bring the debt ratios to levels that once again exceed the HIPC initiative’s
target levels for debt sustainability. For example, about 66 percent of
Uganda’s export earnings in 1995 derived from one commodity, coffee,
whose world price was near a 10-year high. According to HIPC documents,
a 20-percent drop in the international price of coffee would raise Uganda’s
debt-to-export ratio by 30-40 percentage points. World Bank and iMF
officials have cited increases in Uganda’s export earnings (1995/96 and
1996/97) as evidence that the HIPC initiative’s assumptions of countries’
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Many Potential Recipients Have
Limited Debt Management
Capability

increased exports are reasonable when countries undertake necessary
reforms. However, Uganda’s most recent export data (1997/98) underlines
concerns about the volatility of exports, with Uganda’s exports declining
about 23 percent. Poor weather conditions and the resulting decline in
coffee exports are cited as the reason for projected increases in Uganda’s
debt-to-export ratio from 1997/98 through 1999/2000.

A key element in the HIPC initiative’s projection of debt sustainability is
that countries receiving debt relief will continue to get substantial foreign
aid well into the future. This aid includes not only support for
development projects within countries, but also concessional financing,
including balance-of-payments support. For example, macroeconomic
projections done by World Bank and MF staff at Uganda’s April 1998
completion point show that, with its HIPC debt relief of $347 million in
present value terms, Uganda will continue to require donor assistance to
meet its external debt and balance-of-payments needs until 2006.

Future donor flows to potential recipients depend, of course, on many
factors. However, the assumption that donor support to recipients will
continue at current levels and even increase under adverse conditions has
been questioned by some governments and NGOs, given that net
concessional lending from governments and multilateral institutions to
poor countries has declined since 1990. Officials from the U.S. Treasury,
other governments, and NGOs have raised questions about whether
governments will simultaneously provide debt relief, increased
concessional financing, and substantial contributions to replenish the
international financial institutions, particularly in light of their own budget
constraints.

HIPC countries vary greatly in the degree to which they have the technical
and governance requirements for effective debt management. According to
the World Bank and the iMF, almost every country classified as a HIPC has
in recent years received a substantial amount of technical assistance
aimed at debt management. Most of this assistance has been concentrated
on information management—on improving accounting systems for
recording and tracking financial obligations. Two early qualifiers for the
HIPC initiative, Uganda and Bolivia, stand out as countries that have
relatively well-developed capabilities for tracking and managing debt.
Uganda, for example, has been using debt data management software
developed by the United Nations since the 1980s. However, the capacity of
some HIPC countries to accurately track their financial obligations is still
weak. This has resulted in situations where various agencies within a
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government engage in external borrowing with no central control over, or
even complete knowledge of, total debt amounts, according to officials
from countries GAO visited.

Even with a system of basic debt data management in place, analyzing
how debt and debt reduction can affect a country’s overall
macroeconomic situation poses a challenge most participants in the HipcC
initiative cannot meet, according to officials from the United Nations and
recipient governments. This is due both to a lack of accessible modeling
techniques and limited technical expertise. World Bank and MF staff have
developed very complex software spreadsheets to conduct debt
sustainability analyses for countries potentially receiving debt relief under
the Hipc initiative. World Bank and MF officials acknowledged early in the
HIPC initiative process the need for a uniform, documented standard for
simulating debt reduction exercises so that countries could participate
fully in analyzing their debt situations. The World Bank set as a priority the
development of such a model to be made available to interested countries.
However, as of August 1998, this software was not generally available for
countries’ use.

Recommendation

GAO is making no recommendations in this report.

Agency Comments
and GAO’s Evaluation

The Department of the Treasury and the MF provided written comments
on a draft of this report and the Department of State and the World Bank
provided oral comments. These organizations pointed out areas where,
although they did not disagree with the findings of the report, they
believed more discussion was needed about the overall economic
vulnerability of recipient countries and the role of various creditors in
prior debt relief efforts. GAO agrees that additional information may
enhance an understanding of issues related to Hipc, and has expanded its
discussion of these issues. In addition, the IMF stated that the initiative was
not intended to replace existing mechanisms, including the ESAF program,
for providing resources to these countries. Also, the World Bank stated
that the report’s conclusion that many countries will remain vulnerable to
debt problems could be viewed as an implicit recommendation for
increasing debt relief amounts.

GAO agrees that countries participating in the HIpC initiative have economic

situations that are vulnerable overall and that the initiative is just one of
many programs that provide support. Moreover, existing mechanisms such
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as ESAF and donor aid exist to support these countries in the case of
economic downturns. GAO’s analysis, however, shows that HIPC recipients
will generally continue to need balance-of-payments support to meet debt
servicing and other external financing obligations even under economic
assumptions that may prove optimistic. Thus, less favorable conditions
will require that these countries receive additional financing beyond that
projected. While Ga0’s analysis concludes that recipient countries remain
vulnerable to debt problems, it is not recommending greater relief. Debt
relief under the initiative will benefit participants, but the recognition that
some countries may once again experience debt problems after receiving
Hipc relief highlights the limitations of the initiative and should prove
useful in future discussion among those responsible for policy decisions in
this area.

Additional information on agency comments, and GAO’s response, is
presented in the text of this report. Written comments from the
Department of the Treasury and the IMF are reprinted in appendixes VI and
VII. The Department of the Treasury, the Department of State, the IMF, and
the World Bank also provided technical comments and other suggestions
that have been incorporated in the report as appropriate.
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Chapter 1

Introduction

Poor Countries’ Debt
Burdens Have Grown

The debt problems of many of the world’s heavily indebted lowest income
countries continue to be a challenge for the international community. Most
of these countries’ debt is owed to official creditors consisting of other
governments (bilateral) and international financial institutions
(multilateral). Despite debt relief efforts undertaken largely by bilateral
and commercial creditors since the 1980s, the overall debt burden of the
poor countries has increased. The debt burdens are of concern for two
reasons: they may hamper economic development in debtor countries and
they involve the lenders and debtors in a time-consuming pattern of
rescheduling debt, providing new loans, and supplying donor assistance.
To address the growing debt burden, in September 1996 governments
around the world agreed to the Heavily Indebted Poor Countries (HIPC)
Debt Initiative developed by the World Bank and the International
Monetary Fund (1MF).! The initiative was intended to build on existing debt
relief efforts and bring together all of a country’s creditors to provide debt
relief in conjunction with policy reforms to allow countries to exit from
the rescheduling process. Establishment of the HIPC initiative involved
resolution of differences among creditors concerning the need for
expanded debt relief.

Despite repeated efforts to relieve the debt burden of developing
countries, the total amount of money owed to external creditors by the 40
countries classified by the World Bank and the IMF as heavily indebted
poor countries? increased from an average of $122 billion for 1983-85 to
$221 billion for 1993-95 (nominal value, in 1997 dollars). (See app. I for a
list of countries.) Figure 1.1 shows the composition of this debt among
three categories of medium- and long-term debt, as well as short-term
debt.?

IThe World Bank promotes economic growth and the development of market economies by providing
financing on reasonable terms to countries that have difficulty obtaining capital. The Bank is the
world’s single largest official source of investment capital for developing countries. The IMF promotes
international monetary cooperation and exchange rate stability and provides short-term lending to
member countries that experience balance-of-payments difficulties. For poor countries, the IMF also
provides medium-term (10-year) loans on concessional (below market interest rate) terms under its
Enhanced Structural Adjustment Facility (ESAF).

’In 1996, the World Bank classified 41 countries as heavily indebted poor countries. In 1998, the
number of countries was reduced to 40 because Nigeria was no longer included in this classification.

3Short-term debt can be owed to either official or commercial creditors. It includes loans with
maturities of less than 1 year (often trade financing) and interest arrears. Although the percentage of
total debt that is short-term debt increased modestly between the two periods shown, its composition
shifted sharply. According to our analysis, interest arrears accounted for 19 percent of short-term debt
for 1983-85, and 66 percent for 1993-95.
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Figure 1.1: Composition of External Debt for 40 HIPCs, 1983-85 and 1993-95 Nominal Value, in Billions of 1997 Dollars
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Source: GAO calculations based on World Bank data.

Although total external debt increased substantially between these
periods, the amount of medium- and long-term debt owed to private
financial institutions (commercial creditors) decreased. Because these
countries are seen as high credit risks, they have had limited access to
private sector financing. For 1993-95, 73 percent of total external debt was
medium- and long-term debt owed to official creditors, with the majority
of that amount owed to bilateral creditors. The remaining 27 percent was
medium- and long-term debt owed to commercial creditors and short-term
debt such as trade financing. Of the total debt, 45 percent was owed to
governments (bilateral creditors) and 28 percent was owed to
international financial institutions (multilateral creditors). According to
the U.S. Treasury, as of August 1998, 31 of the 40 countries had
outstanding debt of approximately $6.8 billion to the United States. (See
app. II for the amount owed by each country.)
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By the mid-1990s, much of the debt owed by the 40 countries was not
being paid. According to the World Bank, heavily indebted poor countries
made roughly 50 percent of their scheduled debt payments during 1994.
We estimated that, during 1993-95, HIPC countries paid about 41 percent of
their debt service owed.* Although the largest share of the debt during the
later period was owed to bilateral creditors, a majority of the debt service
paid was to multilateral institutions, due to these institutions’ requirement
that countries fully service their debt before receiving new lending.
Significantly, the share of long- and medium-term debt service paid to
multilateral creditors increased from 29 percent to 52 percent of the total,
while the share paid to commercial creditors decreased from 44 percent to
22 percent. (See fig. 1.2.)

|
Figure 1.2: Composition of Debt Service Paid by 40 HIPCs, 1983-85 and 1993-95 Nominal Value, in Billions of 1997 Dollars
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Source: GAO calculations based on World Bank data.

4If Sudan and Somalia, two of the countries with the largest amount of unpaid debt and that are not
part of the HIPC initiative’s current cost estimates, are not included, we estimate that the 38 remaining
countries paid an average of 43 percent of their debt service owed during 1993-95.
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Addressing the debt burdens of very poor countries, in the context of the
broad range of development needs they face, constitutes a substantial
challenge. Thirty-two of the 40 countries classified by the World Bank and
the MF as heavily indebted poor countries are in sub-Saharan Africa.
Eighty-three percent of these countries are classified by the United
Nations as being in its lowest category of human development, based on
life expectancy, literacy, and per capita national income. Most receive
substantial amounts of development assistance from governments,
multilateral organizations, and nongovernmental organizations (NGo). We
estimated that in 1994 foreign assistance represented about 16 percent of
national income, using a weighted average, for 36 of these countries for
which data is available. Some of the 40 countries, moreover, have recently
emerged from—or continue to be engaged in—conflict or civil unrest.

Although countries may incur external debt as part of their development
strategy, development experts, including officials from the World Bank,
the United Nations, and NGos, have cited several reasons why debt burdens
of some poor countries are a concern. Some development experts believe
that debt levels above a certain threshold amount relative to a country’s
economic capacity may, in and of themselves, limit economic growth. This
has been termed the “debt overhang effect.” This effect reflects the view
that if a country has substantial debt obligations, the debt will discourage
current investment in the debtor country, due to a concern that future
income may be highly taxed to pay debt. Other experts question whether
debt overhang constitutes a serious obstacle to investment in HIPC
countries, in light of additional impediments to investment, such as weak
financial institutions and inadequate physical infrastructure, these
countries face. Nonetheless, many experts agree that high debt payments
constitute a drain on a country’s budget, potentially lowering the amount
of money available for health and education spending and, for many
countries, requiring further loans or grants. For the poorest countries, this
can mean an increasing percentage of new aid will go to service existing
debt rather than to aid in development. Finally, rescheduling and financing
debt payments have been time-consuming for both creditors and debtors.
For example, according to Department of State data, potential recipients
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Prior Debt Relief
Efforts Have Not
Substantially Reduced

Poor Countries’
Overall Debt Levels

of HIpC debt relief have concluded about 100 debt negotiations with the
Paris Club® over the last 10 years.°

Debt relief efforts since the 1980s have been undertaken primarily by
bilateral and commercial creditors. However, these prior efforts have not
resulted in a substantial reduction in the overall debt owed by poor
countries. Some efforts aimed at poor countries have actually increased
debt levels by, for example, converting interest payment arrears into new
debt. Other mechanisms have left the debt of poor countries largely
unaffected, notably the Baker and Brady plans’ of the 1980s. These plans
focused on resolving the commercial debt problems of middle-income
countries by essentially providing funds for countries to buy back part of
their commercial bank debt.

Two instruments have been used to reduce the commercial bank debt of
some heavily indebted poor countries. Sixteen countries have received
$11.8 billion of debt reduction since 1989, although about one third of this
reduction has been for one country, Cote d’Ivoire. These instruments are
the Debt Reduction Facility® of the International Development Association
(1pA), the part of the World Bank that lends to poor countries on highly
concessional terms, and, more recently, officially supported debt and debt
service reduction programs (Brady operations). According to World Bank
data, through the Debt Reduction Facility, 16 countries had retired about
$4.2 billion of principal and interest arrears owed to commercial banks, as

5The Paris Club is an informal group of creditor countries that meets, as needed, to negotiate debt
rescheduling and relief efforts for public or publicly guaranteed loans. In addition to the 18 countries
that regularly participate in the Paris Club, other countries are invited to the negotiations on an ad hoc
basis if they hold a significant share of the debt being discussed.

SEach Paris Club rescheduling requires numerous meetings and work to prepare for the negotiations.
Also, after concluding an agreement at the Paris Club, the debtor country must then negotiate a
separate agreement with each creditor.

"The Baker plan, initiated by then-U.S. Treasury Secretary James A. Baker III and announced at the
meeting of the World Bank and the IMF in October 1985, was the first concerted international effort to
address the commercial bank debt owed by developing countries. The Baker plan emphasized policy
reform and increased finance. It achieved limited success because commercial banks and official
lenders were unwilling to supply sufficient new funding. The Brady plan, launched in March 1989 by
then-U.S. Treasury Secretary Nicholas F. Brady, was the first comprehensive program that went
beyond restructuring of debt to offer reduction of debt. It offered commercial banks a menu of
options, including new money and debt buybacks, that would reduce their outstanding loans to
developing countries. Creditors, including multilateral institutions, were to lend funds to help finance
the buybacks. Since the inception of the plan, nearly one-half of the total commercial bank debt of
developing countries, primarily middle-income countries, has been rescheduled.

8The Debt Reduction Facility, established in 1989, is financed through (1) contributions from donor
countries and (2) earnings from operations of the International Bank for Reconstruction and
Development (IBRD), the part of the World Bank that lends to middle-income countries at market
rates.
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of December 1997. In May 1997, Céte d’'Ivoire also received debt reduction
through the second mechanism, when Cote d’Ivoire reached an agreement
with commercial creditors that resulted in debt reduction of $4.1 billion.
The restructuring agreement helped Co6te d’Ivoire to clear unpaid interest
owed to commercial creditors and ensure that commercial creditors
would provide relief at least comparable to that offered by official
creditors.

Bilateral creditors have forgiven some debt and renegotiated debt
payments by lowering interest rates or extending due dates. Some bilateral
creditors have individually forgiven debt owed by poor countries, but
these amounts have not been large relative to the total bilateral debt owed.
For example, between 1990 and 1997, the United States forgave

$2.3 billion, or 37 percent, of the $6.1 billion of debt we estimate was owed
by the 40 HIPC countries as of the end of fiscal year 1989. According to an
Organization for Economic Cooperation and Development report, since
1989 France has forgiven over $10 billion in official development
assistance (0pA) debt owed by countries in sub-Saharan Africa. According
to the German government, Germany has forgiven or pledged to forgive
about $5 billion in opA debt owed by poor countries. More often, bilateral
creditors have worked together to offer debt relief to poor countries by
rescheduling debt payments on concessional terms or reducing debt
through the Paris Club. To qualify for Paris Club relief, countries must be
in imminent default’ and reach an agreement with the IMF on a reform
program. The Paris Club conditions its debt relief on countries’
implementation of economic and structural reforms under IMF-supported
lending programs, such as the ESAF.!° Disbursement of relief is then
conditioned on satisfactory implementation of the reform program,
generally lasting 3 years.

9According to the State Department, “imminent default” is defined as a situation evidenced by the
probability that, without debt relief, a country will be unable to meet its scheduled external
obligations. A state of imminent default is determined by the Paris Club in close consultation with the
IMF and is necessary before the Paris Club will agree to reschedule or reduce a country’s debt.

WESAF gives highly concessional loans for balance-of-payments support, that is, to help countries
cover their trade deficit or service their debt. Specific ESAF programs of economic adjustment and
reform reflect individual country circumstances. According to the IMF, they are intended to raise
domestic savings rates; secure macroeconomic stability; liberalize and open economies to foreign
trade; reduce government intervention and promote well-functioning markets; reorient government
spending and restructure revenues; and mobilize external resources by, in part, reducing debt burdens.
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Since 1988, the Paris Club has treated debt!! owed by poor countries on
increasingly concessional terms. In many cases these efforts did not
significantly reduce debt but instead mainly focused on helping countries
meet debt payments within the short term by altering payment due dates
or interest rates, rather than on forgiving debt. Some debtors sought
repeated rescheduling. In 1988, the Paris Club became the first group of
creditors to offer countries the option of reducing the amount of debt.
Under the most recent terms of the Paris Club adopted in 1994, called
“Naples terms,” countries could receive up to a 67-percent reduction in
eligible debt under a stock-of-debt operation.'? Naples terms broadened
the range of eligible debt, elaborated procedures for reducing a country’s
debt, allowed for a reduction in the amount of debt owed, and were
intended to allow the countries to stop rescheduling debt in the future.

Multilateral creditors generally have not rescheduled or reduced debt
owed them because of their belief that forgiving or reducing debt would
diminish assurances of repayment on new lending. Multilateral
development banks were also concerned that forgiving debt would hurt
their credit ratings. Instead, multilateral creditors have relied on increased
concessional lending and relief from bilateral creditors to enable countries
to continue servicing their multilateral debt.!® Since the 1990s, there has
been growing recognition that some poor countries were having increasing
difficulty servicing their multilateral debt. For example, during a Paris
Club restructuring of Uganda’s debt in the mid-1990s, some creditors
concluded that debt relief from bilateral creditors would not sufficiently
ease the country’s debt burden because most of Uganda’s debt was owed
to multilateral creditors. Moreover, creditors and others were concerned
that a greater percentage of new lending was being used to service existing
debt rather than for development purposes. These recognitions
contributed to the industrialized nations’ call for a new approach to

UThe Paris Club generally limits the debt that is eligible to be rescheduled to nonconcessional debt,
such as loans to support exports from the lending country and loans that were incurred before an
agreed-upon cutoff date. The Paris Club generally has not reduced concessional debt, such as ODA
debt, or recently incurred nonconcessional debt because a majority of countries have already granted
extensive reduction of ODA debt. The Paris Club requires members to reschedule any remaining ODA
debt.

2For the Paris Club, a stock-of-debt operation refers to the total refinancing of the outstanding balance
of a country’s eligible debt. The stock of eligible debt will be reduced, and the remainder will be
rescheduled.

30ne mechanism to deal with multilateral debt—the Fifth Dimension Program—provided funding
from IDA to enable some poor countries to pay interest on debt owed to the IBRD; it was not intended
to address debt owed to IDA. In the past 10 years, the program has disbursed more than $1.5 billion to
help 20 countries make interest payments on some of their debt owed to the IBRD.
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HIPC Initiative
Expands on Prior
Efforts

address the debt of heavily indebted poor countries, including that owed
to multilateral creditors.

The HIPC initiative is the first coordinated effort to include all creditors,
most notably the multilaterals, in addressing the debt problems of heavily
indebted poor countries. Participating creditors include bilateral
governments; the major multilateral creditors such as the World Bank and
the IMF; and over 20 other multilateral development institutions, including
the African Development Bank, the Inter-American Development Bank,
and the International Fund for Agricultural Development. (See app. III.)
According to the World Bank, over the past 2 years the Boards of the
World Bank and the iMF have met about 30 times each, and about

25 multilateral development banks have been meeting every 6 months
under the chairmanship of the World Bank to coordinate the
implementation of the HIPC initiative.

In 1996, the World Bank and the iMF made a preliminary determination
regarding which of the 40 countries might eventually receive relief based
on the HIPC initiative’s specific criteria concerning income, indebtedness,
and reform, and identified 20 countries as potential recipients. As of
August 1998, the World Bank and the iMF estimated that the creditors
would provide debt relief through the initiative to 20 countries, worth
about $8.2 billion in 1996 present value!* terms. Specific eligibility
decisions have been made for eight countries, with six countries deemed
eligible for relief under the HipC initiative. One country—Uganda—has
completed the process.

The HIPC initiative builds on prior debt relief efforts, most notably those of
the Paris Club. The HiPC initiative’s goal is to bring countries’ debts to
levels that are considered sustainable, meaning the countries can make
debt payments without incurring loan arrears or requiring debt
rescheduling. The basic HiPC framework establishes eligibility criteria
based on a country’s per capita income, indebtedness, and track record of
reform. As shown in figure 1.3, implementation of the initiative involves

YThe amount of debt can be reported in terms of nominal (face) value and present value, also termed
“net present value” in HIPC documents. For the heavily indebted poor countries, the nominal value of
the external debt is not a good measure of their debt burdens because a significant part of the debt is
contracted on concessional terms. The present value of debt is a measure that takes into account the
degree of concessionality. It is defined as the sum of all future debt-service obligations (interest and
principal) on existing debt, discounted at the market interest rate. Whenever the interest rate on a loan
is lower than the market rate, the resulting present value of debt is lower than its face value, with the
difference reflecting the grant portion. According to World Bank data, the present value of external
debt at the end of 1995 for 40 HIPC countries was $171 billion compared with a nominal value of
external debt of $215 billion.
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two stages. Each stage can last 3 years and can be shortened in some
cases.
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Figure 1.3: Process for Implementing the HIPC Initiative

First stage

« Bilateral and commercial creditors
provide debt relief on current terms.

¢ Multilateral institutions continue to
provide support in World Bank and
IMF programs.

» Debtor country establishes first 3-year
track record of good performance.

Y

Decision point

* World Bank, IMF, and debtor country
analyze the country's debt situation to
determine whether the country will be
eligible for HIPC debt relief.

Y

Country not eligible to participate

¢ Debt burden deemed sustainable after
debt relief to full extent of current
mechanisms provided by bilateral and
commercial creditors.

« Country exits the rescheduling process
with a sustainable debt level without
needing relief under the HIPC initiative.

Country eligible to participate

¢ Debt burden deemed unsustainable
after debt relief to full extent of current
mechanisms.

« Bank and IMF staffs jointly recommend
targets for the completion point and
estimate amount of assistance required
by creditors.

Y

Country is borderline

¢ Uncertain whether debt sustainablity
would be achieved at the completion
point with relief provided under current
mechanisms.

Second stage

* Bilateral and commercial creditors
provide some relief.

« Donors and multilaterals provide
enhanced financial support.

¢ Country establishes second track
record of good performance under
World Bank and IMF programs.

Second stage

* Country requests and receives debt
flow rescheduling under current
terms from bilateral and commercial
creditors.

» Multilaterals may provide some
special relief.

Completion point

« Creditors deliver unconditional, final
relief that achieves targets.

* Bilateral and multilateral creditors
provide an equal percentage of debt
reduction, up to the bilateral cap of 80
percent relief on eligible debt.

Completion point

« If the outcome is better than or as
projected, country receives relief from
bilateral and commercial creditors on
current terms.

« If the outcome is worse than projected,
the country could receive additional
relief under the HIPC initiative.

Sources: World Bank and IMF.
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Eligibility for Hipc debt relief is assessed at the end of stage one, following
the successful completion of World Bank- and mMF-supported programs. At
this point (termed the decision point), the Boards of Executive Directors
of the World Bank and the IMF'® determine whether (1) existing debt relief
mechanisms are sufficient to bring a country’s debt to a point considered
sustainable or (2) the country requires additional debt relief. The
determination of whether debt is sustainable is based mainly on a World
Bank and iMF assessment of whether the projected ratio of a country’s debt
(in present value terms) to the value of its exports will be greater than a
target value that is set within the range of 200-250 percent.'® Lowering the
target level increases the amount of debt relief required to reach the
target. For example, lowering the ratio of a country’s debt to its exports
from 300 percent to 200 percent requires more debt relief than lowering it
from 300 percent to 250 percent. The target level is based on factors
affecting the vulnerability of the country’s economy, such as the
percentage of government revenue required for debt service and whether
export earnings are generated by a few commodities. Under certain
conditions, for countries with very open economies and strong efforts to
generate fiscal revenues, the target may be based on the ratio of debt to
government revenue. This fiscal indicator can allow debt-to-export targets
below 200 percent.

If the Boards determine that existing debt relief mechanisms are
insufficient to make debt levels sustainable and other principal creditors
agree, the country enters the second stage of the HIPC initiative. During this
stage, the country receives some debt relief from bilateral and commercial
creditors and financial support from multilateral institutions. Paris Club
creditors have agreed to provide relief up to 80 percent of debt service
during the second stage. Multilateral creditors may also provide relief as
part of their total commitment under the HIPC initiative during this second
stage. The country must agree to continue implementing economic reform
programs supported by the iMF and the World Bank and social reforms
agreed to with the World Bank. If countries are judged to have met the
requirements of these programs, they receive the remaining relief at the
end of this stage, called the completion point.

5The Board of Executive Directors of the World Bank is responsible for policy decisions affecting the
Bank’s general operations and for the approval of all loans. Five of the 24 executive directors are
appointed by the 5 member governments having the largest number of shares (France, Germany,
Japan, the United Kingdom, and the United States). The other executive directors are elected by and
represent countries grouped into self-formed constituencies. The IMF’s Executive Board is the IMF’s
primary decisionmaking body, which comprises 24 executive directors who represent IMF member
countries.

16n this report, discussions of debt-to-export ratios refer to the present value of debt, unless otherwise
noted.
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Official creditors have agreed to share the costs of HIPC relief by providing
equal percentage reductions of debt owed them after the full use of
existing debt relief mechanisms, including those offered by the Paris Club.
Paris Club creditors have said they will limit relief to up to 80 percent of a
country’s eligible debt. In exceptional cases, they may negotiate expanded
terms. Commercial creditors are expected to provide relief comparable to
bilateral creditors. Creditors will each decide how they will provide their
share of debt relief to specific countries and which debt will be eligible for
relief. Creditors may choose to provide relief through various means, such
as rescheduling debt payments at lower interest rates, making debt service
payments for countries as they come due, converting loans into grants,
reducing debt, and/or lending new funds on concessional terms to be used
to make debt service payments. The international financial institutions
have said that even under the HIPC initiative they will not forgive debt
outright because to do so may endanger their preferred creditor status.!”
Instead, they will use other means. (The Hiprc framework is described in
more detail in app. IV.)

Establishing a comprehensive framework for debt relief required resolving
fundamental differences among creditors. For example, prior to 1995, both
the World Bank and the iMF maintained that extraordinary debt relief
mechanisms, including debt relief by multilateral creditors, were not
necessary except for a handful of countries. Some creditors were
concerned about the cost of providing debt relief and about the issue of
“moral hazard”—that the prospect of debt relief would discourage
countries from undertaking needed reforms and maintaining or
strengthening responsible borrowing policies. In June 1995, the leaders of
the Group of Seven countries'® called for the IMF and the World Bank to
develop a comprehensive approach to assist heavily indebted poor
countries with multilateral debt burdens. Shortly thereafter, a World Bank
task force report called for a facility to pay multilateral debt service for a
select group of countries. The World Bank and the iMF prepared
subsequent analyses, and NGOs worked to influence the terms of the
evolving framework.

"The preferred creditor status derives from the debtors’ traditional practice of servicing debt owed to
the World Bank and the IMF before servicing debt owed to other lenders. The articles of agreement
(charters) of these institutions do not specifically address preferred creditor status or debt
forgiveness.

8The Group of Seven consists of seven major industrialized countries that consult on general

economic and financial matters. The seven countries are Canada, France, Germany, Italy, Japan, the
United Kingdom, and the United States.
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Objectives, Scope,
and Methodology

Key issues being negotiated during the design process of the HIPC initiative
included how unsustainable debt burdens would be determined (with
implications for eligibility and relief amounts), the type and length of
reforms, whether debt stocks would be reduced, and how creditors would
share in providing debt relief. The resulting September 1996 framework
reflects creditors’ compromise views. However, the use of a range of
values of the primary debt sustainability indicator, as well as the
announced intention to implement the framework flexibly, left many key
decisions to be made during implementation of the initiative. And some
aspects of design, most notably how the shares of debt relief would be
divided among creditors, had not yet been decided.

The introduction of the HIPC initiative has prompted suggestions for
alternative approaches to address the debt burdens of poor countries.
Alternatives include fairly straightforward modifications to the HIPC
initiative, such as increasing levels of relief, expanding eligibility, and
accelerating implementation. Some suggestions call for more fundamental
modifications of the HIPC framework and even question the basic structure
of the HIPC initiative. Our report does not address the viability of different
alternatives or compare them to the Hipc initiative. According to creditors,
debtors, and NGOs, negotiating the design of the HIPC initiative has been a
very challenging process, and there is a reluctance to significantly modify
the HIPC framework.

The Chairman of the Subcommittee on International Economic Policy,
Export and Trade Promotion, Senate Committee on Foreign Relations,
asked us to review the HIPC initiative. Specifically, we focused our review
on (1) the implementation of the HIPC initiative and (2) the initiative’s
potential to achieve its stated goal. This goal is to reduce select poor
countries’ debt to sustainable levels; that is, to allow certain poor
countries to pay their international debts on time and without further
rescheduling.

To describe the implementation of the HIPC initiative, we met with and
obtained information from government officials of the United States, HIPC
recipient countries, and other creditor countries; and officials from
multilateral organizations and NGos. We met with officials at the
Department of State, the U.S. Agency for International Development, the
Department of the Treasury, the World Bank, and the iMF. As an agency of
the United States, we have no direct authority to review the operations of
multilateral institutions. However, we obtained access to World Bank and
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IMF officials and information through the staffs of the U.S. members of
their Boards of Executive Directors. We also obtained information from
and interviewed officials of other creditor organizations, such as the Paris
Club secretariat, the African Development Bank, and the Inter-American
Development Bank.

To obtain the views of other creditor nations on the implementation of the
HIPC initiative, we met with officials from France, Germany, and the United
Kingdom, including their representatives to the World Bank and the mMr
and officials from their finance ministries, development ministries, and
other government organizations. We met with and obtained data on debt
and development from representatives of the Organization for Economic
Cooperation and Development; and U.N. organizations, including the U.N.
Development Program, the U.N. Conference on Trade and Development
(unctaD), and the U.N. Children’s Fund. We also met with and obtained
information from academic experts and NGOs, including Oxfam, the
European Network on Debt and Development, Debt Relief International,
Jubilee 2000, the Center of Concern, the Catholic Fund for Overseas
Development, and the Heritage Foundation.

To obtain information from recipient countries about the implementation
of the HIPC initiative, we interviewed officials in Burkina Faso, Cote
d’'Ivoire, and Uganda. We selected recipient countries likely to represent a
range of experiences under the HIPC initiative. Within the recipient
countries we visited, we discussed concerns about the HIPC initiative with
officials of relevant government bodies (for example, the prime minister’s
office and the ministries of finance, trade, and planning), World Bank and
MF field staff, U.S. embassy and aid officials, local representatives of other
donor countries and the European Union, business representatives, and
local academics.

To assess the initiative’s potential to achieve its stated goal, we met with
officials from the U.S. government, other creditor governments, recipient
governments, multilateral organizations, and nongovernmental
organizations. We examined analytical papers and studies of debt issues
from the World Bank and the imvr. Based on information from these studies
as well as other sources, we conducted analyses of the HIPC initiative’s
economic underpinnings and issues that arose during implementation.
Within the recipient countries we visited (Burkina Faso, Céte d’Ivoire, and
Uganda), we discussed concerns about the HIPC initiative with officials of
relevant national and local government bodies (for example, the prime
minister’s office and the ministries of finance, trade, and agriculture),
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World Bank and vr field staff, U.S. embassy and aid officials, local
representatives of other donor countries and the European Union,
nongovernmental organizations, business representatives, and local
academics.

We performed our review from July 1997 to August 1998 in accordance
with generally accepted government auditing standards.

Ag ency C omments g}‘?e Department of the Tregsury and the Department of State commented
. at the report should provide greater context concerning the extent of
and Our Evaluation prior debt relief efforts, particularly the efforts of bilateral creditors
through both the Paris Club process, and unilaterally. We have expanded
the report’s discussion of the debt relief efforts of bilateral creditors.
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Implementation of the HIPC Initiative
Reflects Compromise

Countries Deemed
Eligible for Assistance

Under the HIPC
Initiative

The implementation of the HIPC initiative has involved significant
negotiation among the major creditors on issues such as the eligibility of a
country, the amount of relief to be provided, and the way in which relief is
to be shared among creditors. As of August 1998, the Boards of the World
Bank and the iMF had determined that six countries are eligible for
assistance under the HIPC initiative and have agreed upon the amount and
timing of relief for these countries. For five of these six countries, the
Boards agreed to provide relief at the upper end of what the negotiated
framework allows. Bilateral and multilateral creditors have agreed to
share the debt relief by providing an equal percentage reduction of the
debt owed them (after the full use of existing debt relief mechanisms) and
to individually determine how they will provide the relief. The total
amount of relief to be provided depends on creditors’ decisions as they
implement the HIPC initiative, such as the number of countries deemed
eligible, as well as debtors’ actions to establish the necessary track record
of reform. Since implementation began, creditors have made some
modifications to the HIPC framework that have expanded eligibility and
contributed to increased estimates of relief. The amount of Hipc debt relief
could increase further if, for example, countries that were not included in
previous estimates become eligible. Conversely, if countries included in
the estimates do not undertake required reforms and thus do not receive
relief under the HIPC initiative, the amount of relief provided could
decrease.

As of August 1998, the Boards of the World Bank and the iMr had
determined that six countries (Bolivia, Burkina Faso, Cote d’Ivoire,
Guyana, Mozambique, and Uganda) were eligible for assistance under the
HIPC initiative and had agreed upon the amount and timing of debt relief
for these countries.! (See table 2.1.) One country—Uganda—has
c